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' ]..LAI J. b SPECIFICATIONS “XHIBIT D
INTRODUCTION |

The comments chat follow in the derailed sections on specifications are inrended as 5 guide to rhe
basic paramerters of Plart’s assessments. They should only be read as an aid to interpeeting Plary's
assessments. It should also be noted that specifications may be altezed in the future g5 trading

paveerns change.

There are general principles that underlie Platt's approach to market reporting. For example,
Platt’s generally looks for fixed-price spar ttansactions, confirmed bidé and 6Hers, markes talk— ——
and eelationships, if any, with other maskets. Plarc's reporters also generally look ac the chacacrer-
isties of individual markets and the foregoing methodology may be adapted especially in cases

where fixed-price liquidiry is lacking, ﬁ

Assessments are always based on information available at the time of publication. Retroacrive
corrections will only be made chereafrer when eypographical errors, cémpurer problems and
the like have occucred. Retroacrive corrections will not be made where new market information
subsequently comes to light. ‘ '

Plact’s neither encourages nor solicits companies or individuals to use jes price data in conrraceual
arrangements, - '

MAY-28-1997 14:17 713 656 6123 S p.12
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REFORE TRE
UNITED STATES OF AMERICA
DEPARTMENT OF TEE INTERIOR
MINERALS MANAGEMENT SERVICE

Establishing Oil Valne for Royaity Des o8 Kederal Leaves,
and on Sale of Federal Raysky Oil

Comments of
JOSEPH P, KALT

Harvard Usiversity and The Economics Resource Growp, Inc.
May 27,1997 ‘

L INTRODUCTION AND BACKGROUND
] am the Ford Foundarion Professor of Interaational Political Ecopomy at Hayvard
Uniyersity’s John F. Kennady School of Government. 1 am rlsa & Serior Economist with
The Economics Resource Group, inc., & private copsulting firm locxted 1o Canbridge,
Massackusetts. My buginess address is One Mifflin Flace, Cambridge, MA 02138, A
" copy of my crxsiculum vitse is attached o5 Bxhibit A to thesa commests.
Imsubmiﬁngmmminwmthcbloﬁu of Proposed
- Wg (NOPR) rogarding Establishing O Vahar for Royalty Dus on Federal
Leases, and on Sale of Fedaral Royalty Oﬂiﬂmwmuﬁmﬂswsm
(“MMS") ofthenepumentof'theiumicr("DOI') on Jeguary 24, 1997 and published &t
62. Fed. Reg. 3742, These commcpummdounhehalfofmadtﬂm Corp.;
Amoco Produstion Co.; Chevron U.S.A., Inc; Conoco, Inc.; BExxoR Cmm
Marathon Oil Ce.; Mobil Oil Corp.; Mobil Producing Texas & New Mexice, Inc.:

MAY-28- :
AY-28-1937 14:18 713 656 6123 95% P.14
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phmips Petrolenm. Co.; ShnﬁWesme&?Irc..meEJq»lonﬁon&Wm
Inc.; Texaco Trading &Tmmnmlm-.mvwrauﬁcw Co. 'rhzse
VMMGWMmmmmmWﬁmhambﬂ of matcrs
mmwﬂpm-ndmﬂwpim

| mmammofwm&m&eﬁnemmluvemmmcm

andevidénccmgudinctheposﬁng of crude oumaudem Mousaxlmmd

mmofmﬁm,mmmm,mddMemmmicw
in the natural TESOWTE 0N, paticulasty oil aod gis. 1 g the authox of The Economics
and Polttics of Ol Price Regulation: Federal Policy pn the Post-Bmbargo Era, Drawing
:heLl‘r;soanaIGﬂ Regulation (ed. with FLC. Schulles), mdmmousow
pmfesstonalpubhmm Imdsop:mdedmmmmyrdaedtothemmcs
ofoompeuumandvaluﬁoumngas,mdommana!mmhdumm lnm.

bduepmmmmmandfdmlwm M&Umtedsms(:onguss

p1 9 ANALYSIS AND FINDINGS
.mmﬁwwith_mymmﬁoanwlydfmmlfof&e

afomnmﬁumdpuﬁes.lhweoon'dmmdm‘humdvemmaﬁ: domestc

MAY-28-1997 14:18
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naﬂtetmnexi_stsmrcnm:ﬁlauhalusalwei. As 4 resalt, 1 have acquired = large

Wmmmmm'ummmmﬁﬁemtm&

in U.S. crude oil Heida Medmbwdkwﬁywmthempomdnﬂauisaminﬁs

prosceding.

My mticaafa'm‘s-lgngﬂzmsndﬁunsnthelmhgs revealed at least

pnmmlzrb'televan:ﬁnm
L. Thmexsanmma:theleusc(w%w")lmL This market is

highly competitive end involves major and mipor integrated wmd non-integrated

- producers vn the mplyﬁdc,mdmmemdmﬂwmﬁm

Tbesusni.ncdadstenoemdgnwthofmomﬂnnnomhundredmn-hum
wmmw'monhme&mumlmm.

hghlymeﬁuwsmﬂuﬁnchdmmﬁbﬂwmwdmuﬂvdmnd

-WMAommmmlmmuvaummum

@mﬁoﬂhwﬂhﬂl If_ﬂmejndependﬂmarkdﬂs,mc of whom
mkmgrhemhrgestof!heﬁmmmm of crude ofl, did not add

vduedomofdﬁeweﬂhud.theywmﬂdnusuﬂiveﬁeeompeﬁﬁan

-

mongthemypmhmofmdnoﬂatwlm

af. 18, 06/89

PACE

'andavetyhrgewmbuoflnd:pendemmmketusandbmkmsmrhkwﬁ:g

mmwwamemmmmmemwwy ,

ﬁgﬁﬁunﬂywi&mplymddmndmﬂmmwwﬁemmﬂmd\m

" locations, leases, and Taosactions.
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m&uwlmmwﬂﬁdmwwmhaﬁaﬂy
xmmmmmmmmmmgmpmwahmm
mﬁh&moﬁ@mwmﬂmwmmﬂw'

mmmpmismsdngummrm,oumm and New Mexico” These

point in e consistently oocar wirhin o range of prices, fathes thac st a simgle, commeon

price. Tﬁvmdmwtlwmﬂwﬂhigﬂrmhzdsnpplymddmmd

mylms&mmmmmngmmsmeﬁtlda&eumem
Amwofmmmmﬁm&mmofmme
of prices within which ssude oil is actually transacted. First, the raoge of ouight Fon’s-
ung&tmnmonpmmdcﬁnuthaobwabkmgebfm:ﬂmwluesofmdeoﬂatthe ‘
lease. mﬂ:mvahmualmﬁewimma_mugcwmdmdudmmonsatbe
1umﬁhmmmwmwmdmwﬁcmwﬁcmmmom,
und transacting parties. mmngcorms::nonspﬂwremled at the lease level isnot
mmofWemm«podymfomdmmlyﬂcdmﬂ«
participants.  Rather, a highly competitive group of numerovy market specialists,
mesmdmmbmhhmmaww
udwell.fan:‘homngmarhaq:law mmmdnmgeofpﬂcsinmsacﬁansm
the Jease is mnssas{mmmm;wimmngmiminmnwm

outeome of » demonstable pmcm of competitive tadloriig of transactions.

‘Wwﬂmnﬂmmm nch =8 boy-aell oT exchang: waEAKions, 5o Which
qndcmlnomwuwnmnlymdndndamm

4
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sm’zmmm@&@mmw«»wm
ficlds quite consigreaily ﬁu_'v&mh(hemgeofthemmdsmﬁmdbysanmin
-W'm's-lmmmmmmmimmmmm Stated
ﬁﬁuwdy, the tange t;finaﬂm values revetied by oumright amn’s-length Gaasactions
smndlycpmvthomgeof'puswdplim To detenmine whether any pasticular
transaction, nm’pl&;ﬁorommﬂwbmmkavdwmtﬁminfamaﬂmam
mndmoassmcﬁcwtbxllme thaaudenilmlwd.puuc.ﬂmudmpom
eosts, mdﬂnpam:ulun-nmacnon. Mm.wmamutmcm!ocmplnyodmz :
spw;ﬁcmscmon:eﬂmmmmn&elemﬂnoﬂybcdmwdbymhns
mwmmemihmsofthﬂspwiﬁcmmon.

yannlogy.th:pmpcreea:mmsfmappmsngﬂwmrkﬁwlmofauudcoil
mmﬂumm_mmmdmbymmmmuofmngm
nm:ket 1.ral\= of.lmmqs ina ueighborbooﬂ than by the ceonesmics of homogemeous
:mnmoditymwdomonmagmdmﬁmge. The MMS' proposed Tule
mtiﬂl?adopﬁthehﬂaﬁmﬂbtttsﬂmllmmﬂndfammaudeoﬂ
valuo at the lease. In fact, tha MMS’ mmlmmﬁwﬁmmalpnmmm'
NewYmkMaunnleExdnngecm}fjmdﬁmquomdmﬂmm is
mpmdwwwwmmmuammﬂmmmmm'm '
Mm..neamwmﬁommthnlnumdmmthomgms,bemof
Mmm&ummmhmemmmmwmsmmm:u

ﬁgﬁﬁm“derorommmemotmydﬁcsmfdnﬂmﬂooﬂ.
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mhmmwhdxmm&nhs.mmformjwﬁngmumm
MmdemManM for valuing cxude
oil uthzlusemis. the nbwmmmuwm cexter values nelted baek ©

wlmmmmonwmwummmmwma

‘m‘hvﬂm:&ﬂmmwpﬁmmxtmbdwﬁﬁrmmalmuhof
purported self-desling by integrated crude oil purchasers or uncorppetitive behavior at
Wﬁedwwﬁomhwmﬁwnddwdmm“ﬁh
sound ecobomit reasoning. mmmampofmgmdpzpdmw
m&eumnfeWbyiuﬂgMoﬂmmpadﬁwsﬂtmmompwmmcm
of the demend for cude il and attendant price suppression would (if bome out’) fmply
mdeautupuaes and/or netbacks, but would oot ixaply & “gap” between volues
netred back from trade centers and values observed in 2oy’ s-icngth 1east Tansactions.
Mymmhindimmsthatm’s-lmgﬂ:hanswum 2 the Yease level provide
aocumrcmumofmeﬁ:xmadte\wlueo{m:deoﬂumalwe. Morcover, ns?oted,
MMMudmﬁapmdmleuofuuﬂzod,mepubhwmﬁb the oil
mdnaty mmsmﬂvmmmmnrmseofﬂ:mﬂdvﬂmwdedmm’&m
trnsactions st the lesse. The © g@a“&ﬁmbobﬂvdwmmmmnépm
nemdhl&&omslzwduadcoanmmuotcumpmuofdmwnhwdm&mwlm

of crude oil. m“g:ps,”hfac:.mthemxket'smmeofthevalncofbmhuand

’muﬂmﬂm.bmmwwmm Con-lucions Wt e focis of vestioal .
w«mmnwmmamwm
n!mﬁrm&cﬂmwmndﬁk
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ptics and volume- risk-wking: siomge 2 teccipt ar delivery points; development and ‘

application, of marketing techuiques; development aad application of information and

expaﬁmmgﬁdhgmofmdeon.mum‘m.mdmeds.mdmket

_volatifity; and handling ofm;:ctiﬂn vosts.

Anetbsk methodalogy Gat deducis tansportation or location differentiels from
mobmmmmmmumkmmmmmu
inhercotly temote from the lease level ofmﬂué-addeu&nain. Such a netback
Mogﬁbummtwmramdmmbhﬁcpmdmofmkﬂvﬂuea

Mmmsupplyanddenandﬁmmrdmhﬁzedtolummdumcﬁom.mdfa

* the value added 1 crode oil by downstream merketing fuactions. As o result of these

MAY-28-1997 14:19

mmnmmmwwmmmmmm
tha!ueatﬁzlzme.mdwouldgbomdmpmdumpncu that aré ganerally bigher
thmm::ketvalnt at the Jeasc by smounss reflecting valyc added dowmstream fimough
markering fupctions. -

In fact implemmﬁlonot‘ﬂ:c MMS petback methodology would result ia @
fodecsl Tovy on such dowaesmn segvioes snd funtions under the namé of cnlloction of

fodeml zoyslties an e value of foderal crude o a the lgase, This is contrary to the
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coonomics applicable  valumion of vertically inteprated fimcriops (which makes
reference 10 tunsactions by aot-dutegrated parties tn determining the proper dividing line
hetween the vaue compopenis of a vertially integrated production chaia). The proposed
rule would alsa disseurags the officicnt provison of dovorstroam marketing servioss xad
fimésians, partioularly by finms with any degres of vertical inegration between crude o)
ptoduoﬁgnmddowusumcrudcoi!m This is wholly contrary to the public’s interast
inahalﬂxynndeompﬂiﬁwoﬂh&wqdommy.

. CONCLUSION

In summary, tho sustained existence of a multitnde of independent firms thes -
pecform downstream marketing services aod fictions evidences the facts that: 8) “gaps”
_bmaeniemdbankm@mvdmandlcm values ar¢ compensation for value
udded downstream of the wellhead, and b) it s not plausible to conclude that such “gaps”
m&apodmofohr&macwjmmmtmﬂeuﬂatmﬂm Seen in this
highs, v is efear that the MMS’ proposed yule for valving crude oil 4t the lease vie its
mﬂﬁaednmkme&ﬂhgniswhﬁemafehdemiwgmd ‘
papulist Tistrt of “middlemen” functions of te pe performed. downstream of fhe |
wellbead by biokers, marketers, 2 integrated compamies. While this is 2 recuring
lthmeinU.S.poliﬁm. its prrsait in the fice of the evidenss and ecopowmies that I have

revieweat bere is poore public policy.
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Exhibit C

Memorandum from Jerry Hill, Associate Director for
Royalty Management, to Director, Minerals Management
Service, dated February 12, 1987.
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o Mr. German's analysfs speaks’ to. *marketbased® sltemate valution . ..
"'pro:edures’;"‘r'l.-fq;‘.‘"ﬁifutlljr.es': and/or spot ‘prices.:The fmpiication that posted . - - e
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.y 5 ‘prices may, on pc;_ns'!o,n;i;ury,slight]y-;roq‘:-_l,ctu,al’, market prices, they are . . o
... - undoubtedly, market -based. r The MMS- would:behard pressed to defend 2 TR
" '‘position that. futures-prices are bettér,:more .accurate, and more. current
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- squality-based-price adjustments are sople:and accyrate. - The same cannot. :
. - "be said for.application Bf spotiof Tuturesiprices for royalty valuatfon . . -

. . purposes.
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- differant valuation standards woald ‘exfsti{C(WE agree that non-am’s-length 'i"...
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‘For royalty valuation purpéses, we must- apply market “value existing at.the "z
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' rg-has. been -our policy in non-arm's«length situations to verify that the .
o ;:gst::"I.)::i':éthe‘ifpr'fi‘c:;to‘,.be,_"appl1ed.'forj myalty'purposes-;,is::_conﬂsten’q,.with con
* :-prevailing am's-length prices. Tnis.policy.is, we feel, rightly extended {n L
' the“proposed o] royalty:valuation requlations. The .qqntinueq_,acceppq{r_ce of - 1. ;
S am’!;-!érigth"epbst'tngg_-:or.:;qn';rtct‘,f,priceg;_ 1$"Seen -as the-‘mos;‘equjta;b_]g,;; post L
- " practical ;. and most easily ‘administered ‘method ‘of  royalty valwatfon =" = W% . .

o available.b"The widespread existence and ‘acceptance: of posted prices'inake them . . °

mich more applicable 20 specific- cases than ofl fitures or spot prices, both' | "o '
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Exhibit D

Wyoming Asphalt Sour/West Texas Sour Comparison
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EXHIBIT D

ELK BASIN CRUDE OIL (25° API)

BASED ON AVG. OF DEC. 1996 and JAN. 1997 DELIVERIES

MMS PROPOSAL EXXON'S POSTED
PRICE
*NYMEX Price 24.19
**Location Differentiﬂ (1.49)
Actual Transportation 0.535
$22.15 $23.00

GENERIC WYOMING ASPHALT SOUR CRUDE OIL (23° API)
BASED ON AVG. OF DEC. 1996 and JAN. 1997 DELIVERIE

MMS PROPOSAL EXXON'S POSTED
PRICE

*NYMEX Price 24.19
**] ocation Differential (1.49)

Actual Trapsportation (1.00)

&
|54
[y
b=
=]

|

$21.70

*  Average settlement price between 10/23/96 and 12/19/96.
#4& Platt's WTI at Cushing less WTS at Midland based on midpoint prices between

10/25/96 and 12/24/96.

LawMCM\MMS\thlmms,doc
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Exhibit E

Memorandum from Director Quarterman
to Assistant Secretary, dated May 31, 1996,
Land and Minerals Management
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United States Department of the Interior

MINERALS MANAGEMENT SERVICE
Washingron. DC 20240

MAY 31 1996
Memorandum
To: | Assistant Secretary, Land and Minerals Management
From: Cynthia Quarterman Cynthia Quarterman

Director, Minerale Management Service

-

Subject: April 4, 1996, Letter from Congresswoman Carolyn B. Maloney

In a letter of April 4, 1996, Congresswoman Carolyn B. Maloney asked that the Minerals
Management Service (MMS) lock into the contract and invoices between Tosco Corporation and
Texaco as a possible example that oil companies are not making the correct oil royalty payments
to the Federal Government. In the course of MMS audit work investigating allegations of
underpricing of crude ol in California, auditors examined Texaco sales for 1989 and 1993. The
MMS auditors have identified a small amount of Texaco's production (6,700 barrels per day) that
was sold to Tosco in November 1993. Tosco paid more than posted price for this oil, however,
part of the incremental value may relate to transportation costs. MMS considers these payments
above postings 10 be a combination of transportation costs and premiums. Texaco will have the
opportunity. to explain these payments above postings costs in the audit review process.

The letter also requested that we compare the price of oil produced from the Elk Hills Naval
Petroleum Reserve (Elk Hills) with that of privately-owned oil and gas producers. The letter
stated that Eik Hills would have the comrect posted price. However, there is no posted price for
crude oil produced from the Elk Hills field. There are a number of postings for other nearby San
Joaquin Valley fields (e.g., Midway-Sunset, Buena Vista, Lost Hills, etc). The value of the Elk
Hills crude oil is determined based on a sealed bid using posted prices as the base price. Elk Elills
almost always receives a premium above posted price.

According to Innovation and Information Consuitants (IC), a consultant we hired on the
California undervaluation issue, the average premium above bid minimum "base price” (based on
the three highest postings in nearby fields) for Elk Hills production in 1984 was $1.81/bbl. Also,
the average Elk Hills premium over 2 local posting was $0.39/bbl in 1989. Elk Hills oil is a higher
quality crude (27-35 degrees API), which is more desirable for mixing with other crudes during
transportation than the heavy crudes predominantly found in the San Joaquin Valley. This quality
can avoid the need to access the few, more expensive heated pipelines available to transport heavy
crude. Thus, any comparison to Elk Hill crude oil prices must consider its advantage in blending
with various crudes as well as the quality adjustment for its relative gravity. '
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2

While we have.examined information regarding Elk Hills pricing during our study, a comparison
of the price of oil produced from Elk Hills to the royalty value of crude oil ffom Federal leases is
not necessarily meaningful, The Elk Hills crude is in high demand in the San Joaquin Valley
because it is much lighter than other crude in that area and can be used for blending. Finally, Elk
Hills crude comprises a large portion of the limited amount of crude oil available to small
refiners on the open market in California; therefore, it commands a higher price.
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Exhibit F

SJV Example
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